D. Schmalensee and Taylor’s Analysis Is Conceptually Flawed.

As shown above, the factual errors and omissions made by
Schmalensee and Taylor effectively preclude any reliance on their
defense of USTA’s proposal. However, their conceptual approach

also lacks any sound foundation.

1. Schmalensee and Taylor’s Analysis I

As noted above, Schmalensee and Taylor rest their entire
analysis on the assumption that meaningful competition can be
analyzed on the wire center-by-wire center basis required by
USTA’s proposal. However, this fundamental assumption is
contradicted in their testimony and by the authorities they rely

upon.

At the first page of their comments, Schmalensee and Taylor

note that:
"We believe that economic markets are generally larger than
wire centers. However, the wire center, for now, is the
smallest geographic area to which market power analysis can
be applied" (S&T at ii).
But the goal here is not to shrink markets to their gmallest
possible size, but rather to determine the most appropriate size
for the antitrust-type analysis engaged in by Schmalensee and
Taylor. Given that many customers need expanded interconnection
at multiple central offices (and perhaps with special signalling
interfaces) in order to have meaningful competitive alternatives,

Schmalensee and Taylor are totally unjustified in analyzing

USTA’s proposal at so granular a level absent some convincing

19



demonstration of its conceptual validity.®

Ironically, Schmalensee and Taylor recognize elsewhere in

their analysis that:
"Market share and market power calculations for carrier
access services have a geographic component. Competitors’
networks provide alternatives to LEC access, but only to
those customers whose traffic is sufficiently large to
warrant a direct connection and whose premises are
sufficiently close to the CAP’s network."
This concession that competitiveness cannot be determined on
an isolated wire center basis appreciably undercuts the value of

Schmalensee and Taylor’s analysis.

2. The Production of Significant Joint Services by
Telecommunications Networks Generates Considerable

Motivation and Opportunity for Predatory Pricing.

Schmalensee and Taylor'’s analysis makes the fundamental
error of assuming that USTA’s proposal for pricing interstate
access services can be analyzed in isolation from the other

services generated by the same facilities.? This disregard for

¥ schmalensee and Taylor dismiss the same Department of
Justice Merger Guidelines relied upon elsewhere in their testimony
with the remark that while the Department’s definition of the
geographic component of an economic market may be "sensible for the
cement market, it is awkward in its application to
telecommunications services." ALTS respectfully submits that any
"awkwardness" is <created by USTA’s reliance on a wire center
definition.

‘z‘ There is no dispute about the existence of widespread
economies of scope in the LEC networks, as Schmalensee and Taylor
admit elsewhere in their testimony:

"because the bulk of traffic at a LEC switch is local usage,
the configuration of the wire center is determined primarily
by the characteristics of local usage rather than of toll or
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the substantial economies of scope in the telecommunications
market is fatal for Schmalensee and Taylor’s analysis, because
the production of services that are joint and common to
interstate special access gives the LECs the incentive and
opportunity to strategically price interstate special access

under the USTA’s proposal.

First, not only would the LECs benefit from the deterrent
ability they would enjoy under USTA’s proposal as described
above, but their success in protecting assets used for interstate
special access would necessarily also protect other significant
LEC services produced by the same assets from potential

competitive inroads.

Second, the presence of joint and common costs makes even
the minor reliance on incremental costing invoked by Schmalensee
and Taylor in defending the USTA proposal unjustified (S&T at 15-
16). Absent any rigorous methodology for calculating incremental
costs in a multi-product environment, there is no meaningful

protection involved in requiring the LECs to pass an incremental

carrier access" (S&T at 22, n. 30); and,

"Once the facility is in place, the incremental costs of
traffic are slight, and it would almost always pay the
customer to send jurisdictionally intrastate traffic, switched
and dedicated traffic, and -- if possible ~- originating and
terminating traffic through that facility. As a result, it is
not practical to restrict our view of the market to interstate
carrier access traffic, even though the pricing flexibility
that will be implemented -- if the wire center is found to be
sufficiently competitive -- is for interstate carrier access
traffic only" (S&T at 24).
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cost test.

Finally, alternative access providers are precluded from
selling many of the services that are joint and common to
interstate special access because of legal entry barriers (such
as intrastate ratemaking policies) or technology barriers (such
as the refusal of the LECs to provide local number portability).
These barriers have the effect of burdening potential competitors
with an artificially inflated cost structure which the LECs can
exploit under USTA’s proposal by setting price levels that are
not justified under any competitive model, thereby precluding
those potential competitors from entering the interstate access

markets.

3. The Existence of Concurrent State and Federal
Jurisdiction Creates Ample Incentive and Opportunities

. -rateg ng__in g
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A further flaw in Schmalensee and Taylor’s analysis is their
treatment of the market effects of USTA’s proposal as though the
effects of increased LEC pricing flexibility could be neatly
confined within Part 69 of the FCC’s rules. Telecommunications
policy might well be easier to formulate if things operated so
precisely as Schmalensee and Taylor assume, but this simple view

of telecommunications markets is contradicted by the plain facts.

As the Commission is well aware, approximately 75% of every
LEC’s expenses and investment are governed by local
jurisdictions, and not by the FCC. Despite the best efforts of
the Commission and several joint boards to inject economic
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rationality into the separations process, major portions of the
LECs’ revenue requirements associated with the facilities which
provide interstate special access are governed by the states, not

the Fcc.”

To the extent the LECs succeed in pricing competitive
interstate special access below incremental cost -- and
Schmalensee and Taylor admit such tests are "blunt instruments"
(S&T at 15)-- they will enjoy at least some opportunity to shift
unrecovéred expenses and investment to state jurisdictions over
time. USTA’s willingness to remove the effect of competitive
price changes from the calculation of federal price caps cannot
cure, or even effectively mitigate these downstream effects of
the separations process in state jurisdictions. And, as pointed
out below, the dangerous incentives for predatory pricing and
cross-subsidization which Schmalensee and Taylor acknowledge
exist under rate of return regulation are still guite alive and
well in most state jurisdictions.

4. Incentives for Strategic Pricing by
the LECs Have Not Been Eliminated

at Either the Federal or State Levels.
Schmalensee and Taylor insist that "[a)doption of various
forms of incentive regulation in most states and of price cap

regulation by the FCC has removed distortions that cause the

¥ schmalensee and Taylor quietly admit the existence of this
problem when they complain about "arbitrary cost allocation
procedures to assign cost and investments to services." (S&T at
39, n. 47)
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incentive of the regulated companies to differ from those of
unregulated firms in competitive markets." (S&T at 5) This is
flatly incorrect, and is contradicted not only in Schmalensee and

Taylor’s own testimony, but also in the LECs’ comments in this

proceeding.

Schmalensee and Taylor expressly acknowledge that the
Commission’s continuation of earnings regulation through revenue
sharing has the effect of creating incentives for the LECs to
strategically price interstate special access. (S&T at 39, n.47)%
Furthermore, the incentive to strategic pricing that is created
by revenue sharing under incentive regulation plans still exists
in virtually every major state jurisdiction.?”

5. The IXCs’ Theoretical Ability to Self-Supply

Access Does Not Permit the Commission to Ignore

'g QRPOSa
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Schmalensee and Taylor place considerable emphasis
throughout their analysis of USTA’s proposal on the ability of
the interexchange carriers to supply themselves with access

facilities (S&T at 9):

% USTA itself admits that the existence of revenue sharing in
the current LEC price cap plan creates an incentive and opportunity
for anticompetitive price (comments at wviii): " ... [Bly
eliminating sharing and the low-end adjustment mechanism, the
Commission will ensure that customers in less competitive markets
will not be affected by changes in price or demand in more
competitive markets."

z See, e.g., California’s recent action concerning the
earnings of Pacific Bell in connection with its incentive
regulation plan.
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"Because of self-supply of access facilities by
interexchange carriers, the existence and success of
compatitive entrants in carrier access markets will not be
necessary to curb market power. Once expanded
interconnection is implemented, irrespective of the presence
of access competitors, interexchange carriers (IXCs) can
purchase those pieces of the LEC’s local network for which
the price is below the IXC’s own forward-looking incremental
cost and self-provide those network components for which the
LECs’ price is above the IXC’s cost. In these markets, no
competitors (CAPS or cable companies) -- and even no threat
of competitors -- is necessary to impose gome competitive
market discipline on the LEC’s ability to raise price"
(emphasis in the original).

ALTS does not question that carriers with huge volumes can
use the threat of self-supply to protect themselves. But what
about the many long distance carriers for whom alternative access
providers are the sole viable alternative to LEC access? Taken
to its logical extreme, Schmalensee and Taylor’s emphasis on
self-supply is a poorly disquised argument that the Commission
should be willing to accept LEC pricing flexibility which
accelerates concentration in both the long-distance and local

access markets.

The members of ALTS are the principal obstacle to the
massive vertical re-integration of the telephone industry which
Schmalensee and Taylor find so unobjectionable. Smaller IXCs and
the alternative access providers who serve them simply do not
enjoy the same degree of protection from self-supply as the
larger IXCs. The Commission should carefully review USTA’s plan
for the dangers it poses to all competitive access providers and

their customers.
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6. Schmalensee and Taylor Are Not Justified in
Dismissing the Risks of Cross-Subsidization and
A = » - > o - - RATE R/ o »
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Schmalensee and Taylor take a sanguine view of the risks of
cross-subsidy under USTA’s proposal (S&T at 17): "We show ...
that the proposal does not increase the ability to cross-
subsidize, because flexibly priced services are brought out from
under the price cap." This statement ignores the fact that USTA
is also proposing significant changes in the LEC price baskets.
To the extent that the baskets do not reflect the same degree of
market demand, the LECs will be able to cross-subsidize even if
specific TMA and CMA prices and quantities were removed from

price cap regulation.

Concerning vertical price squeezes, Schmalensee and Taylor
claim the opportunity for recoupment is remote because "whenever
interstate IXC carrier access prices are increased, the CAP will
costlessly re-enter the interstate carrier access market." (S&T
at 18) But this "costless re-entry" would occur only in the
economic sense that existing competitive assets could re-enter
the interstate market under a trustee after their original
investors had been driven into bankruptcy by mean of USTA’s
pricing proposal. Furthermore, the faint recoupment
possibilities examined by Schmalensee and Taylor would apply only
where competitive alternatives already exist. Elsewhere the
LECs’ ability to maintain a credible price squeeze would

seriously deter future investment in competitive alternatives.
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III. RATEER THAN GRANTING THE LECS8 PRICING FREEDOMN WHICH CANNOT
BE JUSTIFIED ON THE RECORD, THE COMMISSION SHOULD ASSIST IN
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Instead of participating in the vain search for current or
near-term meaningful local exchange competition, the Commission
should take forceful action to remove the significant barriers
which still exist, and thereby expedite the emergence of a
competitive local market that would truly merit streamlined

regulation. These barriers are easy to identify.

Local number portability remains an immense problem for
competitive local exchange providers. Many business customers
have a large investment in retaining the existing numbers which
are known and used by their own customers. These numbers cannot
be retained if a business chooses to purchase local service from
an alternative provider. Though the LECs acknowledge that the
technology exists to provision local number portability much like
the "800" number portability that already exists, the LECs
continue to deny any obligation to move to universal portability

as soon as possible.

Another barrier is the D.C. Circuit’s recent vacation and
remand of the Commission’s orders mandating physical collocation.
Although ALTS believes that the Commission can and will
reformulate expanded interconnection using collocation standards
which will generate the same stimulus to competition, the need
for a prompt reformulation is an obvious barrier to true local

competition. Negotiated enhanced interconnection, whether
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physical or virtual, under the Commissions’ sponsorship would
expedite local competition much as it has in New York after the

PSC ordered “"comparably efficient interconnections."®

Negotiated resolution is particularly valuable where the
issues are highly technical, such as signalling interfaces
involved in tandem switching interconnection. The
Duvall/Williams Monograph appended to ALTS’s initial comments
demonstrates how the barriers created by such apparent complexity
can be singled out and resolved through the negotiation of

“property rights" (at 14-31).

The movement to a genuinely competitive local exchange
market would be far better served by the removal of remaining
barriers than by indulging USTA’s hopeless search for some
talismanic indicator of effective competition at the wire center
level. The Commission should defer USTA’s proposal, and instead
promptly convene the negotiated removal of competitive

impediments envisioned in ALTS’s proposal. Once this is

Rean A 0 de > DS 0 -
Subject to Competition (cCa
26):

"Therefore, New York Telephone will be reguired to establish
comparably efficient interconnections at its local central offices
with registered or certified carriers for the carriage of
intrastate private line traffic in the New York metropolitan LATA
... The physical location of the interconnection point may be
outside of a New York Telephone building, but the interconnection
must be technically and economically comparable to actual
collocation and the terms must be reasonable. A prima facie
definition of reasonableness would be the prior acceptance of the
terms by the connecting party ...."
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completed, the Commission will be in a far better position to

grant LECs the pricing freedom they seek.

CONCLUSION
It is apparent that USTA’s request for freedom from

price cap regulation lacks any sound foundation. A more
expeditious way to move to ultimate LEC pricing freedom would be
to remove the substantial barriers that still remain to true
local competition. As ALTS pointed out in its initial comments,
now is the time for the Commission to make a major difference in
the way that the local exchange market is structured and to
facilitate the development of competition at an affordable cost

and pace.

ALTS urges the Commission to convene an ENFIA-style
negotiating proceeding among all interested participants in the
local exchange market as soon as possible under the threat of an
early Commission prescription if the participants fail to reach a

reasonable compromise.

Respectfully submitted,
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